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Mr. Gordon P. Adelnan 
Mr. Itchest 23. Gustafson 
Legal Section 



(916) 445-4982 

April 2, 1382 

Honorable David W. tiynne 
Assessor/Recorder of Tuolumne County 
Administration Center 
fro. 2 South Green Street 
Sonora, California 95370 

Attention: Ken Caetano 
Chief Appraiser 

Dear Ken: 

. 

After revielqing your January 22, 1982 letter and accompanying materials 
dealing with Farmers Home Administration Section 515 subsidized apart- . our legal statT has concluaea tnat Kevenue._$n~~~:,:@.~a.on 

Sectjon ~402:9~~f!li:~h.U~~~~udes*frdrir'~the~~Ti'u"['~~:i;‘on~f income.,of 
~~~~ii"‘i36~_!lousing the interest, subsidy paid don the owner's behalrby a 

t~~.~~~~~~~aZ,,qovernnent, does.not..apply to subjecPproperty'or'any"*other 
prop_~~~y~~~:ubjec=t..:_to -the _restriction of ~the...~mHA,-Section ,515 .progrqm. 
Other spe‘cial subsidy programs, such as the FmHA Section 515, ti 4& hqd 
been enacted and were known to the Legislature -at the time that Section 
402.9 was enacted. If the Legislature had Intended Section 402.9 to 
apply to programs other than FHA Section 236, it could have provided 
for this jn the wording of the Code Sectfon, The fact that It did not 
is strong evidence that this restr5ctIon is limited to FHA Section 236 
housing. 

However ,,.Section--402.1 '(b)~;..which:~includes as enforceable restrictipns 
f'ze@rded ,contracts with governmental .agencies other .than those pro7 
vided. in Section422," would seem applicable to FmHA -Sectfon 515 pro, 
jects: T' Any effect upon .value that .such enforceable restrictions might 
h,av.e should be .reflected in the full cash value of the apartment pro- 
ject._ "-Nhat this effect might be is a matter of appraisal judgment 
k:hich must be determined by your staff. 



Elr. Ken Caetano _2_- April 2,,1982 

a 

Thank you for your patience in awaiting an answer from us on this 
topic. IIe hope to hear from you again soon. 

; 
Sincerely, 

I 

Verne Walton, Chief 
Assessment Standards Division 

I 

VU:bjb 
AL-DEG1352A 

bc: Mr. Glenn Risby 
Mr. Con Ide 

(Prepared w: Pete Gaffnev) 
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3ndlJm . 

Glenn L. Rigby 

Karen Smith 

CI: Farmer's Home Administration 515 Apartment 

An Attorney General Opinion (No. V 75/267 dated 
April 21, 1976) concluded that the federal interest subsidy 
under the Section 236 program "is properly includable as a 
portion of the future income to be derived from the property 

.-, 
i Board of Equafixatior 

Dote : March 12, 1982 

. 

Projects 

in question." However, Section 402-9 of the Revenue and Taxation 
Code (enacted in 1978) provides that "In valuing property . . . 
which is financed under Section 236 of the Federal Kational 
Housing Act, . . . the assessor shall not consider as income 
any interest subsidy payments made to a lender on such property 
by the federal government." 

Since Section 402.9 specifically names only the Section 
236 program, it would appear that it would not apply to any other 
federal interest subsidy programs including Section 515 and all 
other similar ones. Since they had been enacted and known to 
the Legislature when Section 402.9 was passed, it appears that 
if the Legislature would have wanted Section 402.9 to apply to 
all of these programs, they would have been mentioned or 
Section 402.9 would not have been so limiting in its application. 

In light of the Attorney General's opinion and analysis 
and the restrictive language of Section 402.9, it appears that any 
programs that deal with the same type of interest subsidy as 
Section 236 are not subject to the prohibitions from including 
subsidy payments as income found in Section 402.9. 

The Section 515 program is essentially the same as Section 
236 except it applies to rural areas rather than urban areas. 
Therefore, under the Attorney General's analysis Section 515 Sub- 
sidy payments can be properly includ'ed as income to be derived. 
from the property in question. 

XS:jlh . 



:. Verne Walton 

irom : Glenn L. 

Subject: Farmer's Home Administration 515 Apartment Projects 

by -Karen 
question 
Taxation 

;- bard of Equalization 

Date : March 26., 1982 
0 

RECEIVED 

Attached for your reference is a memorandum prepared 
smith, a legal intern in our office, regarding the 
of whether or not Section 402.9 of the Revenue and 
Code is applicable to 515 apartment projects. As you 

can see from the attached memorandum, we have concluded it is 
not. 

Although it is incongruous to appraise properties 
subject to similar restrictions differently, we should, neverthe- 
less, advise the Tuolumne County,Assessor that Section 402.9 is 
inapplicable to the subject projects. 

However, Section 402.1(b) would appear applicable and 
to the extent that the contract with the government keeps rental 
down, the appraised value should reflect this fact. 

There is one point that I think you should give some 
thought to. It seems to me that.the.inclusion or exclusion of 
the mortgage interest subsidy in the income to be capitalized 
may not result in a different value, since the risk component 
of the capitalized rate may act as an equalizer. Since I am not 
an appraiser, I will leave this point in your hands. 

1 - 
GLR:jlh 

,. Attachment 

cc: Mr. Gordon P. Adelman w/att. 
Mr. Robert H. Gustafson w/att. 
Ms. Margaret S. Shedd w/att. 
Legal Section w/att. 
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From: Krisine Cazadd 
/q. &y&f 

Subjact: Yduation of Low Tncome Housing Projects 

Mr. Richard Johnson 
Mr. Mark Nsson __ 

Date: July 17, 1998 

This is in response to your June 29, 1998 requesr for research and analysis of the iegai issues 
peArraining to the vaiuarion oflow income housing. Please see the following in regard to 
anssvering the speciic questions to be addressed. We recommend that a.new lerter to 
assessors be issued on this topic. 

...’ _.. _._ . 

1. What are the legal DaMmererS of the SE ~rogrxn and the 226 uroiects under the 
federal law and shouid thev be treated the same for prouem tax vahmtion ~uruoses. 

The low income housing pro_gmms conskuting the subject of this inquiry were ori_einaily 
enacted and amended by the-US. Congress at differem time periods and under different 
enforcing agencies. The pro_- characzized as “Se&on 235 and 236” housing was created 
under the 1968 Nationai-Housing-Act as a means of-providing government support, financiig, 
insurance,. accderated depreciation, and prefe.mA returns on equity to private 

_... - ---eurporations/entitks; quasi~~overnmenral agencies, and nonproiit organizations which 
construct and operate iow intime housing projecrs. The Department of Housing and Urban 
Development (HUD) is the supervising agency, with Iocai housing authorities also having 
substantiai power to determine the location, design sekcrion of contractor, and other matters 
pe.rtaining to the development of these housing projects. 

The program characterized as “Section 5 15” housing was created under the Eimsing Act of 
1949 as a means of providing g0vemme.m support, financig, insurance, accelerated 
depreciation, low cost loans, and other benefits to privare deve!opers, quasi-governmenti. 11 - r: 

_ agencies,. and organizations which construct low income housing under urban renewal and to 
Bl the post-war housing shortage. The Farmer’s Home Administration is the overseeing 
agency. 

c 
Regardless of origin or of the oversight agency however, the determination of whether the 
owners of these and other low income housing projects wiil receive any avai.labIe tax credits, 
benefits, and incentives is now made by the Inremai Revenue Service. In revamping the system 
and repealing former tax shdter and deducrion provisions in 1986, Congress brought all low 
income housing projects under Section 42 of the Internal Revenue Code as part of the Tax 

0 
Reform Act of 1986. The purpose of this sec:ion was to give private equity investors vaiuabie 
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tax incentives in rerum for spending their money to build the needed arnounr of low income 
remal housing units in Specik locations and to operate such housing units for a long enough 
time period e.g. 15 years, the “c&npliance period.” The tax credit system established in 
Section 42, authorizing low incomehousing credit (“LIlX”) is the sole method adopred by 
Con_eress to accompiish this objective. Since thar time, the IRS has authority to quai.@ (or to 
deny) numerous types of housing pro_erams under Section 42, in addition to those menrioned 
above. Some of these are Secrion 8 and Setion 221(d) HUD pro_grams and Seczion 502(c) ’ 

FmEA pro--s. 

Thus, the main issue, for proper tax valuation purposes, is not so much the type of housing 
project, but whether andto whar exrent the project beingxppxised qualifies for the LIKC 
under Internai Revenue Code Section 42. The availabiiity and amount of LMC is the 
foundarion for encouraging investors to parricipate in these projects, because it is speciEcaily 
designed to compensate the investors for receiving little or no cash flow due to reduced renrs 
f?om low income tenants for the 15-year period. Under IRC Section 38, a credit (LIHC) 
against the taxpayer’s ner income tax shall be allowed for hither investment in low income 
housing under Setion 42(a). As such, LEE is the basis for caicuiating the inte.rnai rate of 
rerun for the investors in any given project. 

a. The following discussion summarizes the parameters of LIHC and its effect on the value of a 
project in detail. _: ._ _:_._--- .._. --- 

-- 
&. -What ii the critena for and extent of LlEIC for aualiiied low income housing nroiects 
under IRC Section 42? 

a. Basic summary of criteria for and extent of IJEIC. 

As enacted, the amount ofLlHC for any quaiifkd low income buihiing in a taxable year in the 
credit period is an amount equal to the appiicabie percentage of each quaiified low income 
building. This appiicable percentage is generally 70 percent value credit for new buildings and 
30 percent value credit for certain older buildings,- unless substar&& rehabilitated. The tax _ - 

.^ credits (LIEC), taken over a .period of 10 years (the- IO-year credit period) are avaiiable only 
for buikliigs that retain their low income status for a minimum of 15 years (the 15-year 
compliance period). Although numerous modiications to certain aspects of the LMC syste.m 
have occurred, the Revenue Reconciliation Act of 1993 permanently extended LMC 
indefkitely. 

I 

b. Projects and Buildings which quaiify. 

LIHC is available& to owners of a “quaiified low income housing project” ,or a “quai&ed 

a 
low income building.” A “qualified low income housing nroiecx” is one which is “residential 
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rental properry” (as defined in IRC S&ion 103), some or ail of which meets the Iow income 
set-aside requireaents under IRC Section 42 (g)(l). UnliJce projects or building kneed with 
tax exempt rental housing bonds, a “quaiified low income housing project? may inciude 
numerous buiidi.ngs, residentiai hotels (even thou& din& and other activities are inciuded), 
and projects with fmxtionaiiy rdated and subordinate faciiities (recreational, parkin_g and 
laundry faciiities) as Iong as no fees are charged, or fees are re%ded to the residents at the 
end oftheir iease. ., 

A “autied low income buildinn” is one which during the 15 year compliance period 
is part of a “quaed Iow income housin,a projec?’ and is subject to the depreciation schedules 
under .IRC S&on 42(c)(2), (usually $iti 27.5 yezr straight line schedule). A “quaiihed low 
income building” may ix&de an apartment bu&iin_e, a singie-Emily dwelling, a townhouse, 
rowhouse, dupiex, manufactured housing afked to reai prope.xy, or 3 condominium. It does 
nor in&de projects or buildings receiving assisttce under Section 8 (e)(2) of the Housing .4ct 
of 1937, or under the_Homeiess Assistance Act of 1988, or benefits under a cooperative 
housing or teknt stockholder corporation. 

c Low Income and Rent Restriction Requirements. 
_..... ‘- _ ..... ..-_:. _ _.-__,_A_ ~ ----~ --_ ‘_ __ _, __ ._ -_ 

&C~S&&&2 estabhshks that a rr&&un number ofunits are (i) rent restricted and (ii) 
occlJpied by low income tenants during the 15 yexcompliance period. Thus, in order for a 
low i.ncome_housing project to qualify for LEE, one of two tests must be met. Fkst, at least 
20 percent of the project must be occuoied by households with incomes at or be!ow 50 percent 
of the area median income; or, second$, at least 40 percent of the project must be occupied by 
house!!oIds at or below 60 percent of area median income. It is important to note that rents 
& by tenants in low income units are re,strictted to 30 percent of the quali@ing tenant income 
(i.e., 50 - 60 percent of the area median income) includiig utilities.’ 

A housing unit is considered “low income” if! (1) occupied by tenants with incomes meeting 
des@ated income requirements (at or beiow 50 - .60 percent of the area median income; (2) its 
rent is restricted~ (3) the unit is suitable for occupancy; (4) the unit is not used on a transient 
basis (less than 6 months); and (5) the occupants are not ail students. The income limit 
established by HUD and approved by the IRS for a given period must be met at the time the 
low income housing-project or building is placed in service. Thus, a decline in the are median 
gross income after the date the limit is estabiished wiiI not require a ‘kther reduction in rent. 

* In regard to the rent restrictions, the gross rent paid by the tenants in the low income units may 
not exceed 20 percent of the qualifying income standard appiicabie to that project or building 
( i.e., 5040 percent of the area median income). To provide project owners with czctainty that 
the rent wiil be received, IRC Section 42 (g)(2)(C) provides that the rent restriction is based on 

a ' lRCEeczion42 (g)(2). 
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the number of bedrooms, rather than the number of persons, occupying the unit and the 
imputed income limit appiicahie to that unit (with respect to the LIHC credit allocated). 

Each state is assigned a limited amount ofLlHC for allocation among housing projects. Stare 
and local housing credit agencies are authorized to allocate credits for that state, and only to 
projects where the housing owner commirs to providing long-term, low income housing. In 
Caiifomia, the amount of credit allocated to any housing owner must be authorized by the 2 
California Tax Credit Allocation Committee, and is based on the project’s need for the credit in 
order to be economically fmiboie. Except for projects or buildings financed with certain tax- 
exeapt bonds, numerous types of low income housing projects may qualify, but only those 
with allocated credit u&r Section 42 are entitled to LlHC.’ Buildings not eiigioie to receive 
credit allocations after 1989, may qualify however, ifan “extended low income housing 
commitmen? (ii the form of an agreement) is executed between the taxpayer and the . 
ailocating.agency. The agreement/commitment sets forth the compliance requirements 
(discussed below) and is binding on ail successors (potentiai buyers). 

d. Determining the building’s LIKC - “Eligible basis of buiiding costs” and 
“Qualified basis attributable to Iow income units.” 

a 
The avaiiability and size cahfation of the LJKC is extremely important, because it dete.znines 
the equity investment that can be raised for a given project. The predominant benefit to the 
investor in such projects is the tax savings resuiting f?om the credit itseif. Since investors will 
rarely reCeive any cash flow; the LIHC and some tax losses are the sole components of the 
investors’ return of or on his investment, i.e., his yieid. LIEIC is caiculated on the following 
three fictors: (1) the “tigible basis” of building acquisition or construction costs; (2) the 
“qualified basis” attributahie to the Iow income units, and (3) the annual LIHC based on the 
quaUied basis and appiicabie credit percentage, together with the LJHC proration during the 
first year of the credit period. 

(1) Eliaible Basis: The “eligible basis” of a newiy constructed building or of an existing __ 
building that is “substantiatly rehabilitated” is its adjusted basis attributable to quisition - 

^ rehabilitation, or construction costs for the entire buildiig (not merely the low income units)_ . 
Its adjusted basis reffe&s the costs beforenrst-year depreciation of the building (usuaily at the 
end of the first taxabie year of the IO-year credit period). For tzi~ting buildings allocated 
credits after 1989, the eligible basis is zero, except in certaih situations where, for example, the 
building is substantially rehabilitated, or is acquired by purchase, or was not previously piaced 

” in service during the past 10 years. For new or substantially rehabilitated buildings after 
1989, the LlHC eiigibie basis is 100 percent ofthe cost.3 An added tax benefit is that the 

’ Se IRC Sec. 42(h)(6) and (h)(4). 

a 
’ Then is an excq~tion under IX Section 42(f)(5)(B) for camin aquisirions of aider, federaily assisted 
buikiiqs not substaatially rehabilitated 
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eii@bie basis for new buildings in “high cost area?’ (designated by HUD as “difiicuit 
deve!opment areas”) may be increased by 30 percent, that is up to 130 percent ofthe buiiding’s 
COSK. 

The eligiiole basis of a buiiding must be reduced however, by the amount of any fede.rai _pr~s 

made to a project within the U-year compiiance period. Simiiariy, the etigible basis is reduced 
by an amount equal to the out.standiig balance of any federaiiy subsidized loans (“interesr . . 

subsidies” per Section 402.9) related to construction or rehabiiitation, ifthe project otcner 
wishes to take the 70 perrxnt present-vaiue LIHC. Thus, once *he “eiigiloie basis” of a buiiding 
is estabiished, it cannot incre.ase, but it may decrease if such fede.rai “grants or loans are 
recG& The owner’s reaedy is to e!e to reduce the buiiding’s e!i@ie bz4n i!y the amount 
of the feded subsidy and use the high&r applicable percentage for the remainder ofthe e@iiiie 
basis. ’ 

(2) Ouaiified Basis: The qua&A basis of a budding is the fraction of the buildin_e’s 
e&ible basis thit is “attriicutable to the !ow income units.” The quaiified basis is then 
multiplied by the appiicabie LIEIC percentage, in order to calculate the LIE amoum each 
year. 5 

0 

The~qualified I&is caicuia&is based on the Iesser-of (i) the “tir: fractior~” which is 
the ratio of the number-of the occupied Iow income units divided by the total, or (ii) the “floor 
space fkction” which is the ratio ofthe floor space of the occupied Iow income units to the 

- total floor space of the rentai units in the buikiing. As noted above, a “low income unii’ is any -- 
rent-resaicted unit occcupied by te.nants meeing the income limitation for that unit6 As an 
exampie, ifthe eligiiie basis of a building’s cost is $200,000, and 50 percent of the units are 
occupied by low income tenants, and the ffoor space of these low income units is 45 percent of 
the total floor space for alI units, the “quafified basis” is $90,000 (which is the lesser of 50 
percent or 45 percens times the eligible basis). 

Whiie the “qualified basis” is based on the units act&y occupied by low income tenants in the 
first taxable year that the building is piaced in service (usually. on the last day of the ti year), - 
it must be maintained continuousiy during the 1%year compiiance period in order for the LXX __ ._ ___ 
to be allocated over the fkil lo-year period. The “quaEed basis” in the buikiing may be 
increased in subsequent years, if additional units become low income occupied, or if*he floor 
space of low income units is increased. When such increase occurs+ the LIHC is daimed for 
the added qualified basis at a different rate.’ 

* See IfZC Scion 42 (i)(Z). 
’ IRC Section 42(a). 
6 IRC !bxion 42 (i)O)(B)(ii). 
’ IRC Section 42 (f)(3)(A)(i). 
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131 .&x~aI LIHC based on the auafiiied basis and aooiicabie credit oercenraee. with the 
LIEIC ororation in the iirst vear ciaimed. 

The acmaf amount ofLEE is caicufated by muitipiying the q&&d basis attributable to the ’ 
low income units in a building by the applicable LXHC “credit percentage” allocated to the 
buiiding (through the authorized credit agency). For buiidings piaced in serGce in 1987. the 
maximum credit percentage is either 9 percent annually for 10 years (i.e., total UHC or” 90 ’ 
percent over 10 yexs), or 4 percent annually for 10 years (i.e., 40 percent over 10 yem). The 
9 percent LIHC is avaiiabie for new construction and substantiai rehabiiitation costs, whiie the 
4 percent is available only for building acquisition and substantiai rehabiiitation costs. 

For post-? 987 &id&s, the 9 percent (for new construction and substantial rehabilitation) and 
4 percent (buiiding acquisition and substantiai rehabilitation) annuai LEE credits are adjusted 
so that the present vaiue ofthe credits taken over 10 years equais 70 percent and 30 percent 
respectively. Simikuiy, for buildings piaced in service after 1989. the 70 percent present- vaiue 
credit is avaiiabie for new construction and substantial rehabiiitation costs aiiocabie to 1 or 
more low income units which meet the require,ments, and the 30 percent is available for 
buiiding acquisition and substantial rehabiiitation costs within the criteria 

?? The amount of LIHC in the iirst year claimed is based on the number ofmonths the low 
income units are occupied. This first-year proration aiso appiies to LIHC for the quaii.Eed 
basis added ailer the $rst year. Any unused portion of the first y&s credit for the additional 
qua&A basis may not be recovered subsequently. ._- 

e. Disallowance of the Credit 

There are severai limitations on the allowance, timing and amount ofLlHC allocated to and 
useable by every project 

(A) During the Srst year, any.LlE?C is disallowed (and must beadjusted) for 
any months that the low income units were not occupied. - . 

. . . _ .- __ . . -. :_ .,_. 

(-8> ~~-l%k &allowed ifthe own; of a quaiZied project does not have an 
allocation Tom, or a binding commitment with, the state’s housing credit agency. Once 
the credit is so authorized, the LEK for that project is limited to the amount allocated. 
There is a special exception for owners of projects where at least 50 percent of the 

land and building is financed by tax-exempt bonds, in which case an allocation of LXKC 
may be made by the supervising federal agency. 

\ 
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(C) LI$IC may be claimed or1y during the lo-year credit period designared for 
that project, beginning with the first year the buikling is piaced in service or in the 
second year, ifthe owneehas made the eiection to do so.’ 

(D) Noncompliance with the 15 year compiiance period occurs because low 
income occupancy is not maimained continuously throughour this period (srarting at 
the beginning of the fkst year of-the LIHC credir period). Noncompiiance mesns loti 
income units are rented to non-low income tenanrs. Noncompiiance triggers a 
recapture of the LEE, discussed below. 

d. The Rec+ure of IJHC and Peuaities. 
. 

As previously noted, the qutied basis for LIHC must be maintied throughout the E-year 
compiitice petiod, begin&i bn the first taxable year in which the LIEIC is ciaimed, even 
though the LXfIC is taken over a lo-year period (referred to as the “accelerated portion” of the 
LIE). If a compliance failure occurs during the S-year period, it triggers recapture of the 

accekated portion ofthe LIKC during the IO-year period. When recapture is triggered, no 
LIEK is allowed for that year. Thus, the owner must pay recamure on the disailowed LEE _. _ --~ -and &+Ved-hteres5 w~Ei;.isnotde=iu-~~oie.. _.- . : - 

Some of the events which trigger non-compliance and recapture are: (i) ftiure to rem qualXed 
low income units to low income tenants; (ii) a compiete or partiai change in ownershiip within 
the 15-vesr compiiance period, unless the seller posts a bond satisfactory to the IRS (usuaUy 
equivalk,, to the tod credits claimed by the owner) and produces evidence that the buiiding 
wiiI meet the low income occupancy requirements for the remainder of the period; (iii a 
feded subsidy is used to reknce the buiiding; and (iv) failure to restore or reconstructwithin 
a reasonable time, any portion of the building damaged or destroyed by a casuaity loss. In 
GrtuaiIy ail cases, the owners take every step necessary to avoid recapture of any LJHC, 
inciuding in change in ownership transactions posting the necessary bond and_&uring that the 
new owner wiiI receive the same qualified basis, LIE percentages, and remaining compiiance 
period as the original owner, 

3. To what dmee does LIHC have sn effect on the valuation of the urouertv? 

a. Value of the Tax Credits. 

As dixxssed above, Congress was fUy aware of the fact that the low rents needed to achieve 
the targering levei ofthe low income tenants would not be abie to support the %il amoum of 

’ LIHC is claimed by the owners iiiing Form 3556 (tow Income Housing Crciit). The x~~~uai sratemect filed 
with tie LRS (in addition to the owners tax remrnj is Foxm 8609 (Law Income Housing Credit .Uoution 
Ceruffution), whicfi is us& to obtain the housing credit albution. 
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??? ?
the mortgage financing and con&ction costs. Thus, the primary purpose of the tax credit 
systerr in IRC Section 42 was to make the LIHC “sticientiy generous to offset the effect of 
these low rents”.g Although no credit is allowed on the iand, the amount of allocated LIHC on 
the buiiding directly relates to the rate of return or yield that the investors expect to receive for 
their investment in the building and its operation. 

The amount that a willing buyer would pay for such a project depends in large part on the ’ 
creciiiit itself The rate of return for the investor in a low income project is composed of three 
major imms: (a) the LIHC, (II) any cash ff ow f?om the ope.ration and/or sale of the projectt and 
(c) the tax beneiit (cost) of taxable losses (income). lo Since the major tax bene% is the LLHC, 
projects which have r e&Ted less credits, will produce less in investor yields. For wpie+.in 
projects constructed or operated with proceeds %om a tax exempt bond, less than htiofthe 
tax credits are ailocated than in projects buih with taxable bonds. Uniess tax losses reiated to 
that low-credit project are increased, the yie!d to investors will be reduced, thereby reducing 
the amctiveness and value of the project in the marketpiace. A popular way of increasing the 
tax credits available for a tax-exempt bond project is to utiiize the building rehabiiitation credit 
(IRC Se&on 47 - tax credits for costs of restoring or rehabiiitating historic buildings) and the 
low income housing credit (LIHC) in tandem, in which case the net tax benests achievable by 
combining the two can exceed the benefits of using-either aione. As an exampie showing the 
vaiue ofthe credits taken together and taken individually, see the attached appendix A 

b. Application of Revenue and Taxation Code Sections 402.1 and 402.9 to 
Projects with AlIocated LIHC. 

In previous Ietters to assessors the Board staffhas advised that pursuant to the relevant 
Revenue and Taxation Code provisions above, low income housing projects financed under 
(HUD) Section 236 of the National Housing Act are (1) restricted properties within the 
meaning of Section 402.1 and shouid be vaiued as such, (2) that the income approach is the 
pref%rred valuation approach for these properties, and (3) the band-of&xstqent method is _ . 
the appropriate method for deriving the capitalizadon rate. Be_@nning in September 1979, 
assessors were advised of legislation codiied in Section 402.9 stating that in ‘determining the . - -.- 

income to be capitalized when valuing these prope.rties, “the assessor shail not consider as 
income any interest subsidy payments made to a lender by the Federal government” for 
financig such projects (ii the form of low cost loans).” 

Recently, the First District Court of Appeal issued a decision inMission Housinglleveiopent 
Contpny v. City and County of San Franci~co (1997), 59 Cai.App.4th 55, stating in part that 

’ .‘Tzx -Management Muitistate Tax,” Portlbiio No. 177, .Q. A-27. 
lo “The Tax Magazine," July 1997, Cosr Segregafion Sfudies improve hvesror Yielk in Low Income Housing 
Tar Credit Projects, Michaei J. Novogadac. CPA 
‘I JAterto A.Ssesars No. 79137, Q. 1. 

\ 5 ’ 
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the assessor’s reliance on the band-of-investment method for deriving the appiicable -- 
capitaiization rate is proper, and that the inciusion or exciusion of interest subsidies (per 
Section 402.9) is entirely itre!evant when using this method. At issue in the vaiuation aspect of 
the case were the two diiYerent methods ofderiving the capitaiization rate under Ruie 8 (g) in 
regard to the vaiuation of several “Section 226” low income housing projects fkanced in part 
by low interest loans from HUD. 

The project owners (taxpayers) sought to prove that the band-of-investment method was 
arbitrary and violated standards prescriiied by iaw. In this regard, taxpayers contended that the 
assessor (1) fkiled to discount assumed mortgages to their cash equivaients, and (2) erred in 
deteti-+- the anpiicable capitalization rate. Responding to theb contention+ .tk ccurt 
heid that Rule 4,‘in requiring the use of-&e comparable sales approach, is not applicable when 
the assessor is using the band-of-investment method governed by Ruie 8, since Rule 8 does not 
reauire discounting mortgaees to cash equivaients. __ As to the second contention the court heid 
that the requirement under Section 402.9, to convert to a cash equivalent any interest subsidies 
and exciude that amount from the income stream, is aiso not auoticabie, since it is only rdevant 
where the comparable sales meThod is used to derive the cap rate. In the words of the court, 

“Taxpayers’ argument again assumes the use of the comparable sales method of .- :. 

a 
detiving the capitalization rate. We have aheady conduded however, that the assessor 
properiy used the band-of-investment method to caicuiate the appiicabie capitaiization 
rate. As we exxiained previousiy, under this method, the capitalization rate is de.rived 

~_ -_ _ .* _ by using a-weighted-avemge ofthe debt tid kquity for comparable properties. The 
inchxion or exclusion of interest subsidies and the proper valuation of mortgages is 
entirely irrelevant to this method.” (p. 87) 

Thus, even though the court never addressed the issue of low income housing credits (LIHC), _._ _ 
it ciatif?ed the very narrow appiication of section 402.9 to 236 housing projects oniy, and to 
strict construction of the knqtage in the statute. 

_ 

Baaed on the foregoing case Iaw and on the 1986 the adoption by Congress of the LJHC _. 
provisions in IRC Section 42 together with the reoeai of the previous (i) accelerated 
depreciation, (ii) the 5-year amortization of re.habiiitation expenses under IRC Section 167(k), 
and (ii) the expensing of interest and taxes, and (iv) the avaiiabiiity and benefits received from 
various deductions, the following conciusions may be drawn: 

c - Ei Se&on 402.9 is not auuiicabie to projects valued under Ruic 8 and the band-of- 
investment method of deriving the capitaiization rate. Cash equivaienq is re!eva.nt only to the 
comparable sales approach in Ruie 4. 
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- Secondiy, Setsion 402.9 is not au&cable to piojects with aiIocated LIHC under IRC 
Section 42 for the foilowing reasons: 

(a) It was adopted in 1978, long before Congress passed the tax credit system (LIKC) 
consolidated in IRC Section 42 with the repeal the eariier tax incentive provisions in 
1986; 

(II) As discussed in some detaii above, LIHC is aan “interest subsidy payment” 
described under 402.9, but is the major mmponent in presem worthing the income 
stream of ail low income housing projects; 

(c) In appiying the income .method (the preferred method of valua@on for these 
properties) under Rufe 8(g), the band-&investment method is proper for dere,xnining 
the cap rare, since ir is the same method by which the investors in low income housing 
projects wirh LIHC c&xlate their rate of return. l2 Accordingly, the assessor should 
establish the present worth of the titure income strewn of a housing project which is 
ailocated LIHC, by considering (among other factors) both the remal income a~ its 
restricted rate (pursuant to the authority of Section 402. l), as well as the amount of the 
LIHC allocated to the project. The reality of the credit system for iow income housing 
projects under IRC Section 42 is that the anticipation of income f?om such projects in 
the markerplace is based on these two fictors (the primary one being the LIHC); 

- Thirdly. Seczion 402.9 is auoiicable only to 236 projects without allocated LIEIC and 
in a manner consistent with our previous Letters to Assessors and theM%on Hating case; 

- Fourthly, Ruie 8 requires and section 402.9 does not preclude the capitaii&on of ail 
net benefits of a types of low income housing projects, i.ncMing the benefits of LIE. 

Given the recent quesrions received f?om various assessors and the changes in-the iaw, revised 
advice based on these conciusions wouid be appropriate. 

KEC:ba 
Attachments: 

cc: Mr. Larry Augusta 

I prccuim-\1998\98003k 
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APPENDIX 

Valuation Of OIder Low Income Housing Projects 

Ezmz$z Taxpayer purchases an older structure which quaiiiies for the 20% rehabilitation 
credit for 32,000,000, of which $200,000 is alIocabIe to the land. Taxpayer *hereupon expends 
S,OOO,OOO on quahEed rehabiiitation e.xpenditures, converting rhe budding into an aparrment’ 
projq and ckims the 20% rehab credit. In addition, Taxpayer rents 40% ofthe project to 
low-income tenants, as defined for purposes of the low-income housiig credir, and otherwise 
quaiifies the project for the low-income housing credit. 

The &n&i tax b&5& for which the project with both rehabiiitation credit and low-income 
housing credits are as follows: 

Amounr of One-Tie Credit: 
Rehabiiitation Credit: 
(53,000,000 x 20%) 3600.000 

Amount ofAnnual Credit: 

?? Low-Income Housing Credit Acquisition: 
S1,800,000 x 40% x 4% - $ 28,500 

Rehabiiitation: .._ - --. -~ $3,000,000 _ 600,000 .& -’ - --- - -. r- 

%2,400,000 x 40% x 9% 86.400 
Total Annual Credit %I 152oo/vr.* 

Amount of Annual Depreciation Benefit: 
$4,800,000 - 600,000 = 
$4,200,000 + 27,5 x 28% 

Total Annual. Bene5t 
% 42,764/v. 

: s157._. . . -._ - _ - 

z the annud tax benefit on same proje-. ,-+ of which ody low income housing applies is as 
foilows:: 

Amount of Annual Credit: 
Acquisition: 

%1,800,000 x 40% x 4% 
Rehabiiitation: 

% 28,800 

Toi AU& Credit %136,8OO/yr. 

: 
i 
'. I :- 
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rimount of Annual Depreciation Benefit: 
~,800,000 + 27.5 x 28% 

Total AmualBeneSt - 

S 48.8743 

July 16, 1998 

$7 85.673 

Thus, the cost to Taxpayer of chaiming the rehabiiitation credit was a reduction in tax benests 
of 527,709 per year for 10 years. The benefit, however, of an additional first-yex credit of 
S600,OOO would more than offset the discounted presex vaiue of S27,709 in anmat loss of’ 
benefits over a lo-year period.’ 

’ T&x hJana&men~” Rxtfolio No. 477, Rehabilitation Tax Ciredit ma’ Low-Income Housing Tar Credit, p. A- 
58, R-59. 



Micbae_!J. Novcgradac demonstrates thepoteztial 

increase in the inremal rate of re:um that results when 

project costs are segregated and depreciated over each 

app fica ble reco ve,ry pe,iod. 
. 

Michasi J. Novogradac, 
CPA, is Ihe managing part- 
ner of the public accounting 
firm of Novogradac & 
Company LLP, C?As, heod- 
quartered in San Francisco. 

Q 1997, MS. Novogradac 

ii cdcuIacing 3. low-income housing tax credit 
(LIHC)’ projecr’s internal me of mum (IRX),’ 
corporate investors often assume that the ea- 

tire depreciiole basis wiil be recoveki over the 
depreciable Life of the building. This translates into 
a depreciabIe life of either 27.5 or 40 years, de- 
pending on the investment partnership .structure. 
Corporate invesron can imprave their anticipated 
IRR by segregating project costs and depreciating .- 
each cost over its applicable recovery period. Seg- _._ 
regating projec: costs among. building, gite. in--_ _ 
provements. and personal property, and 
depreciating each cost accordingiy, wiiI usuaily si!- 
nificantly xc&e-ate depreciation deductions. This 
acce!e,racion of de@reciation deductions will gener- 
aily accelerate tax savings ‘and generate a higher 
IRR. In lieu of enhanced yields. LIHC deve!opers 

I X deraiied discussion of the low-income housing tax c&it 
is bevond the scorx oi this article. For 3 deuiied discussion - 
rezxbing the low-income housing tax credit_ see Novogradac & 
C~muanv UP. LOW-INcouE HOUSING TAX CXEDIT HANDBOOK 
(Ckrk, B’bdman. Ciilagh3.n 1996). 
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un use cost segregation studies to increze tax 
losses and. as such, increase the amount of upitai 
invested by their parmer~investor. 

- IRR Calculation 

The IRR caicuiation is theoretically composed 
of three a3jor items: 

(1) the !ow-income housing tax credit;2 
(2) ah flow from opexions (and sale) of the 

project: and 
(3) the tax benefit (cost) of taxable losses 

(income). 
In an LIHC project, the predominant tax benerit is 
the credit itseif. Investors rareiy expect that they 
wiil receive any ush flow, so cash flow is gene-ally 
omitted from the IRR caicuiation. This Ie3ves tz 
losses as the !asr signtiiant component of yield. Xs 
such, tax losses are a mailer but signiiicant por- 
tion of the investois yieid. Furthermore, over the 
last few yezrs credit prices have been rising, forc- 
ing investor yieids to fall. As investor yie!ds fail, 
the portion of the yield artribucabie to tax losses 
increzxs. incnzsing the importancz of cost segre- 
gation studies. 

The increase in the number of tax-ze.mpt 
bond LIHC projecrs has also raised the importance 
of cost se-ation studies. In a tax-exempt bond 
LIHC projecr, the tax credits generated are. Iess 
than haif the credits avaiiabfe in most taxable 
bond projects. 3 Tax-exeapt bond LIHC deveiop 
ers are wiiling to take the ,reduction in tax credits 
bause they achieve a lower inte.rest rate on the 
tax-zxeapt bonds they use to finance the devdop- 
memJ Nonetheless, in such a transaction, the ixn- 
portance of the tax losses. as a function of the tax 
credits, is more than twice that of a taxable bond 
deveiopmenr. 

.The IRR ulcuIation is made on an after-tax 
basis and generally is ulcxiated on a quarterly 
basis. The quarteriy-based calculation is used be- 

cause corporate investors are required to make 
estimated titzt payments on a quarteriy basis. AS 
such, corporations are able to r&.ize the cash flow 
savings from the tax benefits of an LIHC invest- 
ment on a quarterly basis as they lower their quar- 
terly estimated tax payments. 

Before and After Comparison 

The following exampie demonstrates the po- 
tential inc,xzse in the IRR when project costs are 
segregated and depreciated according!y. For com- 
parison purposes, we have anaiyzed the effects of 
cost segregation on both a for-protit and a non- 
profit ownership suucture. We have aiso analyzed 
the effects on both a taxabie and tau-exeapt bond 
transacrion. Our assumutions are as fotiows: 

1. 

3 _. 

3. 

4. 

5. 
6. 

7. 

8. 

9. 

10. 
11. 

Project costs ofAS8,750.000 (includes land 
and depreciioie assets). 
Total tax credits allocated to limited part- 
ners: 56.740.542 (S2,866.000 for the tax-ex- 
empt bond project). 
Bank loan of S3,850.000 at 8.65% inte.rest 
(S5.950,ooO at 6.25% interesr for the tax-’ 
exeapt bond project), amotied ratably 
over 30 ye3rs. 
Limited partner contribution in Year One 
of S4,12’,000 ($Z.OOO,OOO for the tax-ex- 
empt bond project). 
Taxpayer is on the accrual basis. 
In the first year of srabiiized ocz~pancy, net 
operating income is $481,517. 
Debt service is 530,013 monthly (tax-e%- 
empt debt senice is $36,635 monthly). 
Limited partners assume no cxh distribu- 
tions for internai rate of return caicuiations. 
Income increzses at 2% a year. Expenses 
increase 3t 3% a year. 
Stabilized vacancy at 5%. 
Elfecrive fede.rai and stare income tax rate of 
4.0%. -.. _- 

: For zmuisitionirehttbiliwion devei- Bonds-The Not-So-Automatic Credits.” 
opments. histonc ‘zzx credits may also b: 7 LlHC Monrh1.v Report 3 (Micimei ;. 

For J demiied discussion qarding tax- 
exe.nut bonds. see Novogaa~ & Com- 

available. See IRC Sec. 48&j. Novorgtdac 1996). 
??A derzuied diswion of tax-exe-mpt 

pany ‘UP, LOW-INCOME HOUSING TAX-~% 
J Richara S. Goldstem md Herbert F. EMPT BONO HmmiOOK(NovO~~daC & 

Stevens. “Tax Credits With Tax-&Tempt bonds is beyond the scope of this mtde- Company UP 1996). 
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Scenariu I II III IV 

100% For- 
Ownemhip type . _ . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ..proiit 

(9’1 CrhL) 
Cost-Secregation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . No 
Depreclatiun 

Buildinc . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 100% / 27.5 yrs 
Silt !mpmvcmcrx . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Pcnonai Propcrty.. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

IRR . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15.00% 
Syndicxiun proceeds . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . SJ.lEfloO 

100% For- 
pmtit 
(9Ya Cictiit) 
YLS 

82% : 27.5 yri 
12% / 15 yri 
6% / 7 yrs 
1 h.OY’I, 
%239.000 
at 15.00% 
Yirid 

100% Nnn- 
proii t 
(9’6 Crcfiit) 
No 

100’1, Non- 
proii 1 
(OX Crcciit) 
YC5 

1oorr, / 4-l yrs 

13.99% 
S4, :25,Gfo 

82% / 411 yr; 
12% / XI yls 
6X/ lOy3 
14.74% . 
$4.25o.o~xl 
at 13.5u)‘L 
Yield 

Scenario 
-WV__ 

V VI VII VIII 

Ownersniptype.......................................... 

Cost-Segregation ......................................... 
Depreciauon 

Buiidinq ............................................... 
Silr imomvcmcnt ....................................... 
Penonai Pmpcrty 

IRR .................................................... 

Syndication proceeds ..................................... 

. Tax-Exempt T3x-ExcmpL Tax-iCamp Tax-Exempt 
WJYJ For- 100% For- 100% Nnn- 100% Nnn- 
proik pmiit prniit proiil 

. No YCS Nn YiS 

. !OQLL / 27.5 yrs 32% / 17.5 yn 
12% / I5 yrs 
6% / 7 yrs 

. IS.owJ 17.63% 

. $20(x).000 52.! 65.30 
at 15.00% 
Yicid 

100’5 / 40 yl-5 

lL765 
$2.000.000 

sz!Tl / 40 yn 
12% / 20 yrj 
6%/ IOyrs 
14.42% 
$2. LEO(x) 
at 127651. 
Yield 

The above exampie demktrares how the 
proper segreqrion of-costs can increase annuai 
depreciition qe.nse and. as a rezuit, may increase 
taxable !osses and the project’s IRR. The cxarnpie 
demonstrates that for both the for-profit and the 
non-profit ownership structure, the IRR can in- 
crease someq.vherr between 5.4 pe.ment and 7.2 per- 
cent (fkom 15.00 percent to 16.08 percent for a for- 
profir, 9 percent tax credit project and from 13.99 
percent to 14.74 percent for a non-profit, 9 percent 
tax credit project). In the exampie above, this in- 
czzse in yield could be transiated into an increase 
in syndication proceeds of about $164,000 on a 
for-profit. 9 percent transaction and S125,OOO on a 
non-profit. 9 pe.rcent projec:. The actual incrae 
in the !RR wiU vary according to the relative cost 
of the three major components of degreciabie 
property: building, site improve.ments, and per- 

sonal propercy. The potendai incme in syndiu- 
tion proceeds will simiiarly vary. 

For the taxxxempt, for-proEt project, yields 
jump 17.8 pe.rcent (from 15.00 percent to 17.67 
percent) which transhces to S165,OOO of extra syn- 
dication proceeds at a 15 percent yieid. For the tax- 
exempt, non-profit project, yields jump 13 percent 
(from 12.76 to 14.42 percent) which transiates to 
S 125,000 of extra syndication proceeds at the 12.76 
percent yield. Gene.ztily, as the amount of depre- 
ciable propercy incre~es, the upitai that. will be 
invested by potentiai investorskiII increase. 5 

It is worth noting tkat in uIcuIating the poten- -. --_ 
tiai incnzie in syndication proceeds, it is assumed 

..- 

that the increased equity is used to pay a nonde- 
ductible expense. To the extent that the incre~ed 
fee generates additional deductions, an iterative 
uiculation results: that being an increzse in losses 
generating a smaller increase in tax benefits and 
the incrmed tax benefits generating incraed 
equity and so forth. 

5 Michxi 1. ~Novogadacand Stephen 8. 
Tt=tcY, ‘%=atmenr of htd Preparxron 

Casts in ;1 Low-Income Housing Tax Credit Dcveiopmcnt.” 23 /. !?d &c. 
T;zr’n. 156 (Winrer. 19961. 
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Although the method of segregating costs is 
the same for both the for-pro% and the non-profit 
ownership stlructure, the non-profit ownership 

a 

strucrure is required to use !onger depreciable lives 
for the buiiding, sire improvements and personai 
prouenv.6 .4s sex in the example above, the depre- 
ciab‘ie Ike requirements for properry owned via a. 
non-profit strucxre are longer than those of the 
for-profit strucrure. Both entities will see incnxses 
in the IRR when a cost segregation srudy is used in 
computing the IRR. 

Segregarion of Depreciable Costs 
The segregation of dexeciable costs to buiid- 

ino, sire imwovements, &d Dersonal properry wiii 
vary depenhing on the par&&r circumsrances 
within a particiiiar low-income housing project. 
The reiative percentage of costs ailocxed to buiid- 
ine, site improvements, and personal properry CItn 
va-v grezxly across different types of developments. 

C3tegorizing Costs 
Building costs to be capitalized and depreci- 

ated generally include direc: costs i and indirec: 
costs a incurred during the construction of the 
orope.xy. Direc: costs may in&de Iabor, materi- 

a Aks..Aeq&pment. and subckraccors fees. Indi~~t 
costs may indude construction loan interest, in- - 
suranc. permit and license fees, taxes, architec- 
tural and legal fees, accounting feez, and buildeis 
profit and overhead. 

Site improve.ments to be capitalized and de- 
preciated generally include improvements made 

_ diredy or indi.recrly to the land, provided such 
improvements are subject to wear and tear over 
time. Generaily, most of the costs associated with 
site preparation, walkways. paving, and landsxp- 
ing are depreciabIe by virtue of the fact that they 
are 3 wasrirq asset.g 

Personal prope.rty cosrs tO be upitalized and 
depreciated ihdude furniture, furtures and equip- 
ment such as carpets, refrigerators, dishwashers, 
washers and dryers. 

Nondepreciabie Costs 
.-- 

The emnhasis of this arricle is on depreciable 
C&S beuusk depreciable costs refkcr the qzxer 
portion of cxxr recov~,y items in an LIHC invesr- 
ment. Furthermore. the major& of the coxs in- 
ciuded in depreciaiiie basis are also inciuded in 
eiigilole basis for purposes of uiculating the annual 
LIHC a projecr &il generare. 

However, LIHC investors and developers 
shouid also re*Aew cost segregarion as it appiies to 
nondepreciable costs. INameiy, arrention shouid be 
given to properly sppolrioning nondepreciable 
costs among other assea, some of which are sub- 
ject to amortkztion. The major amokabie costs 
found in a LIHC project are: 

1. loan fezzs: 
2. organization cosrs; io and 
3. start-up cosrs. * * 
Loan fees are amortized over the life of the 

loan. Organization cosrs and start-up costs are am- 
ortized over five years, if the proper tax ekxions 
are made. 

Conchsion 

Although the administrative costs and the fi- 
nancial beneiits of performing a cost segregation 
study will vary depending on the particular cir- 
cumstances within a lo+income housing project, - 
the financiai benefits wiil generally outweigh the 
administrative costs. Both corporate investors in 
and rezi eSt.are deve!opers of LIHC projects should.. 
consider the benefits of performing a cost segrq- -. 
tion study. 

6 See IRC Sec. It%fgj( l)(B) qxding y Novomdac Sr Comomy UP. Low- ‘* IRC .%c. i95. 
cwe~tmut use oropercy. INCOME f-iounxc TAX Chrr HANOBOOK 

’ IRC Set ‘6:AbKXA) 
, 8 IRC Set: :63A(ai(Z!(B): 

at 113 @Zark. Boardman. Cdlaghan 1996). 
‘” IRC ‘ec 709. 
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By Mark A. Luscombe __ _: 1. 

Officially, the topic of what qualifies for the - --- 
research credit under Section 41 1 should be -. 
viewed as a moot point right now. The research - _- -- --- 
credit expired on May 31, 1997. Given, however, 
that tax lezgislation appears likeiy this year and that -_ 
both the House and Senate versions of the tax biiI 
indude an exrension of the ah cr.&t, the I: ” ‘L‘ ‘.. 

-_-- - 
availability of the research c&it for softwarFde- 
velopment remains a fairly hot topic. ._ .- .-- - ..-_. 

Secrion 41(d)(4)(E) provides the following 
with respect to activities for which the research 
credit is not allowed: 

Computer Software.-Except to the extent 
provided in regiations, any research with 

Mork A. Luscombe, J.D., LL.M., CPA, is Principal Anciysr 
for federoi Tax ct CCH INCORPORATED. 

0 1997, CCFI INCOR PORA TED respect to computer software which is de- 
* vefoped by (or for the benefit 0t.J the tax- 

payer primarily for intemai use by the 
taxpayer. other than for use in- 

a 
July 1997’,fAXES 

I Uniess othcwise indiured. ail stiuutory references are co 
the Inremd Revenue Code of 1986. a amended (the “Cc&‘). 
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(i) an activity which constitutes q+itied 
research (determined with regard to thts sub- 
paragraph); or 

(ii) a production process with respect to 
which the requirements of paragraph (1) are 
met. 

Paragraph (I) refers to the definition of “quaiilied 
research” as research which is undertaken for the 
purpose of discovering information which is tech- 
noiogicai in nature; the application of- which is 
intended to be useful in.the development of a new 
or improved business component of the taxpayer, 
and substantially ail of the activities of which con- 
stitute e!errents of a process of experimentation for 
a purpose of a new or improved function, perform- 
.:NKZ or r&ability, or quality. 

On December 31; 1996, the IRS promuigated 
proposed regulations pursuant to the direction in 
the above quoted statutory language.a The pro- 
posed reguiations utilize a facts and circumstan~ 
test to evaiuate the internal use software under 
tests of being innovative in nature, involving sig- 
nificant economic risk. and not being commer- 
cially available. The facts and circumstances 
analysis is to be applied only to the.deveiopment of 
new or improved software independent of the ef- 
fect of any modifications on related hardware or 
other software. and only if the software meets a 
high threshold of innovation. The proposed reguia- 
tions aiso ciarify that internaI use software is e&i- 
ble for the credit where it is developed for use. 
under the two specific criteria listed in the stat- 
ute-in an activity or as part of a production pro- 
cess that othenvise quahfres for the research credit. 
The proposed reguiations also state that software 
and hardware developed together as a singie prod- 
uct to provide technological services to a tax- 
payer’s c*ustomers are to be evahtated as a singie 
product. The software is not tobe subjected to the 
facts and circumstances test separately. 

Practitioners have generally been concerned 
that the proposed reguiations leave too much to 
inte.rpre*ation and provide little guidance so that 
taxpayers can feei confident in ciaiming the re- 
search credit on any particular software deveiop- 
ment project. The concern has been highhghted by 
the recent linked Sfarionersuse.3 The issue in this 
case. decided on .March 18. 1997 by the LT .S. Dis- 
trier Court for the Northern District of Ihinois. was 
whether seven internal use computer programs de- 

veloped by a large office products wholes&r met 
the requirements of being innovative and devei- 
-aped at significant economic risk (the fact they 
-we,?: not commerciaily available was conceded). 
The pro_= served to automate and computerize. 
the taxpayer’s business ope.mtions, including docu- 
ment retention and retrieval: centrai invoicing: or- 
der entry; inventory records. forecasting and 
replenishment; and automated shipping. 

The court heid that the computer pr0gnun.s 
were not innovative. They were found to have 
“simpiy increased efficiency and revenues for 
Plaintiff.” and did not create a revoiurionary new 
way to organize business such that the “efficiency 
or productivity of the market wouid be greedy 
affected.” Second, the court said chat the deve!oo- ’ 
ment of the programs did not invoive an econon& 
risk, stating that improved internal efficiency 
“does not elevate internal use software into a mar- 
ket enhancing product.” The focus of the court on 
the lack of external importance of the software has 
raised significant concerns that a requirement that 
internal use software have external sign%cance 
serves to reduce the Section 41(d)(4)(E) exception 
to nothing. The Tax Executives Institute has cited 
evidence that IRS field agents are touting the 
Unired Sfarioners decision around the counny for _ 
just such a requirement of external importance. 

If the proposed reguiations are to meaningfulIy - 
preserve a research credit for inte.mai use software, 
it is feh that they must be more concrete in provid- 
ing better definitions and examples of what .is - :- 
meant by “innovative, ” “not comm&cialI~aVaiIa- .-- 
ble” and “significant economic risk.“. The. addi- - 
tionai requirement that the software meet .“a high 
threshoid of innovation” appears to surest that’it-F-- --- ___ - _ 
is not enough to be merely “innovative,” perhaps 
setting a higher threshcfd for computer software 
than otherwise required for the-researc h-cm&. __ >_ 

under Section 41. 

The court in Unired Skxioners referred to the 
fact that the scope’and applicability of the reseerch 
credit remains ambiguous in spite of the statutory 
criteria and exdusions. The court also referred to. ..- 
rhe dearth of case law in the area. Many practition- 
ers feei that the proposed reguiarions do not seme 
to meaningfully fill that gap. Hopefully, the finai 
regulations wiil. 

a 1 Prop. Reg, 3 I .I’l -Me:. 1 hired Smoners, Inc. v. U.S., 97-1 
usTc: 50.157. 
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